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hg the controversy over tax revision that has been waged 
during the past two years, a conspicuous issue was tax 
reduction versus debt reduction. Many persons advocated 
keeping taxes high in order to do everything possible dur- 
ing the boom period toward debt retirement. Too fre- 
juently, the advocates of this view were indifferent to the 
spending level, although it is clear that the margin of 
surplus revenue available for debt payment is determined 
fully as much by the amount of the expenditure as it is 
by the level of tax rates. 

The relative emphasis to be laid at any given time upon 
either tax reduction or debt retirement cannot be properly 
determined by dogmatic assertions as to what should or 
should not be done. Whether it is better policy for the 
good of the whole economy to reduce taxes, or to redeem 
debt, or to do both of these things in some combination, 
must depend upon various factors. For example, if tax 
burdens have been lightened and tax inequalities cor- 
rected, there would then be a definite preference for debt 
payment rather than for still more tax reduction. On the 
other hand, if progress were being made in debt retirement 
and if such progress appeared likely to continue at a reason- 
able rate, the case against tax reduction would be weak, 
particularly if the tax load were still so heavy as to impede 
the accumulation of savings, hinder their flow into capital 
formation, and discourage individual incentives. 


The position taken here is that there is still a substantial 
need for further tax relief. In support of this position, it is 
proposed to review the things that have been happening 
with respect to the public debt. It will be helpful, also, 
‘o indicate the cash resources in the federal fiscal system 


that are available for debt payment. The data presented are 
readily available but they are seldom organized in a way 
that points up their significance for the subject under 
discussion. 


By way of a preliminary, it should be noted that the 
usual type of bare statement to the effect thai the debt 
should be reduced is too vague and indefinite to serve as 
a constructive guide to Treasury action. Such a statement 
throws no light upon important questions of which the 
following are examples: 


(1) What kind of debt should be retired first? (2) 
What classes of debt holders should be dealt with first? 
(3) Is retirement of debt in the hands of the public a 
sufficient compliance with the stated objective of debt 
reduction? (4) Should efforts to increase certain kinds of 
debt, such as savings bonds and special Treasury obliga- 
tions be continued, if the fixed policy be that of reduc- 
ing the total debt? (5) At what rate is it desirable or 
advantageous to retire the debt? Should this rate be the 
same under all conditions? 


A careful appraisal of the whole issue of tax reduction 
versus debt reduction involves the above and other ques- 
tions. In approaching them, it is necessary to have in mind 
certain facts about the public debt. 


The public debt of the United States Government is not 
a single homogenous mass of obligations. On the contrary, 
it consists of various classes, each with its own character- 
istics. The major categories will be described briefly in the 
following paragraphs. The amount outstanding in each 
class as of June 30, 1948, is given in Table I. 
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TABLE I 
Major Classes of the Public Debt 
as of June 30, 1948 
(Millions) 


Gross Public Debt $252,365 
A. Guaranteed (held outside the Treasury) 73 
B. Direct federal debt 252,292 

1. Matured debt, and debt bearing no 
interest 3,115 


2. Interest-bearing debt 249,177 
a. Special issues 30,211 
b. Public issues 218,967 

(1) Marketable 160,372 
58,595 


(2) Nonmarketable 





A non-technical definition of each of these classes 
follows. 


Gross public debt. The gross public debt includes the 
direct obligations of the government and the debt issued 
by government corporations ‘hat is fully guaranteed by the 
United States as to principal and interest. Such govern- 
ment paper is a contingent liability of the Treasury. While 
there may never be occasion for the Treasury to meet its 
guarantee, its existence warrants inclusion of the guaranteed 
debt in the gross public debt. The amount of the liability 
is unimportant now, but on June 30, 1938, for example, 
the total of guaranteed obligations outstanding was $4,853 
million. 


Direct public debt. Under this heading are included all of 
the direct Treasury debt obligations. There are two main 
subdivisions: 

1. Matured debt and debt bearing no interest. The 
nature of the matured debt is obvious. The debt bearing no 
interest includes such items as savings stamps, excess 
profits tax refund bonds, special notes issued to the Inter- 
national Monetary Fund and the International Bank for 
Reconstruction and Development, the United States notes 
(greenbacks) less gold reserves, and deposits for retire- 
ment of national bank and federal reserve bank notes. 

2. The interest bearing debt. The debt on which interest 
is paid falls into two classes. These are: 

(a) The special issues, which are the Treasury notes 
and certificates issued to the various federal trust funds; 

(b) The public issues, which are the various forms of 
debt sold to the general public. Again, there are two kinds 
of public issues ; 

(1) The marketable debt, which includes the fully ne- 
gotiable paper such as Treasury bonds, notes, bills, and 
certificates. 

(2) The nonmarketable debt, which, as the term indi- 
cates, is not negotiable. The principal forms of nonmarket- 
able debt are the savings bonds and the tax saving notes. 





From this brief enumeration and description of the 
various classes of the public debt, it is evident that in 
speaking of debt reduction it is necessary to be more 
definite as to the kind of debt to be dealt with than is 
usually the case. It is also evident that vague references 
to the total of the gross public debt as constituting the 
measure of the redemption problem are incorrect and mis- 
leading. In that gross total are some classes of debt about 
which little or nothing can be done. For example, it is 
necessary to exclude the guaranteed debt, now negligible 
but once important, for the government will not have to 
pay it unless its corporations become hopelessly bankrupt. 
Nothing can be done about the matured debt until the 
holders choose to turn it in. Redemption of the notes held 
by the monetary fund and the international bank will de- 
pend upon the future operations of these institutions, a 
matter over which the federal government may have little 
influence. 

The first step toward being specific as to what kind of 
debt is involved in the demand for debt reduction is, there- 
fore, to recognize that such a demand relates, in the first 
instance, to the interest-bearing debt. Actually, however, 
the matter must be narrowed still more, for there is no 
point in demanding that the special issues held by the 
various trust funds be redeemed since they are supposed 
to constitute assets held in support of future welfare 
commitments. This limits the field for debt reduction to 
the public issues. But it is necessary to go still farther and 
exclude the nonmarketable public issues in any demand for 
the aggressive use of surplus revenues to reduce debt. By 
far the largest portion of the nonmarketable debt consists 
of the savings bonds, and except as these bonds mature, 
the government must wait until the holders decide to 
exercise the redemption option, which they may do at any 
time after sixty days from the date of purchase. 


As a matter of fact, the Treasury has recently inaugu- 
rated an intensive campaign to increase savings bond sales. 
The sales and redemptions of these bonds in the last 
three fiscal years have been as follows: 


TABLE II 
Sales and Redemptions of Savings Bonds 
Fiscal Years 1946-1948 


(Millions ) 
Period (fiscal year) Sales* 7 ~~ Redemptions* . Excess of Sales 
1946 $9,612 $6,408 $3,204 
1947 7,208 5,063 2,145 


1948 6,235 5,113 1,122 





*Sales at issue price. 

**Redemptions include accrued discount. 
It is assumed here that the demands for large-scale 

action to reduce the debt do not extend to a reversal of 

the present savings bond sales policy. Thus, by a process 

of elimination, it results that the area of deliberate, aggres- 
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sive action by the government to retire debt of its own 
initiative is limited to the marketable, or fully negotiable 
debt. From this viewpoint, the volume of debt to be dealt 
with is not the gross total of $252 billion, but the $160 
billion of marketable debt. The other segments of the 
debt must of course be dealt with whenever the question 
of redemption arises. The point that is emphasized here, 
however, is that the government does not control the tim- 
ing in the case of the nonmarketable debt and therefore 
cannot proceed of its own initiative with the redemption 
of such debt. 

A final technical limitation upon the government's free- 
dom of initiative in debt redemption is in the distinction 
between the long- and the short-term marketable debt. 
There is no opportunity to redeem a long-term Treasury 
bond in advance of the call date except by purchase in 
the market. The years ahead are studded with call dates 
and final maturities of bonds and notes, with larger 
amounts falling due in some years than the respective 
budget surpluses are likely to be. Hence the technical 
limitation is not a serious practical restriction. 


The problem of choice among the maturing long- and 
short-term obligations, in determining what part of the 
debt to retire first, involves issues of debt management 
that are beyond the scope of this essay. Since the current 
pressure for large-scale debt reduction has been tied in 
with the efforts to control and reduce the inflation of 
credit and prices, it has become an accepted formula that 
first attention should be given to the bank-held debt. The 
extent of bank ownership, in relation to other classes of 
holders of marketable debt, as shown by the latest avail- 
able Treasury survey, is indicated in Table III. 


If the ownership distribution of the federal debt were 
to remain static, it would be possible to say that the volume 
of debt with which we really have to wrestle is the total 
of commercial and reserve bank holdings. As of March 
31, 1948, this total was $78,530 million. By redeeming 
the bank-held debt, the credit inflation caused by bank 
loans to government would be eliminated. 


But the ownership situation will not remain static, 
especially while there is outstanding a large amount of 
fully negotiable debt in the hands of investors other than 
banks. It becomes necessary, therefore, to preface the 
insistence upon high taxes for the purpose of substantial 
debt reduction with a decision as to the most urgent and 
compelling reason for this course. If this reason be found 
in the concern over a large debt, as such, there would be 
no better case for concentrating upon the bank-held debt 
than upon that held by other classes of investors. There 
would be no good case, either, for an intensive campaign 
to increase the savings bond sales beyond the amount 
required to refinance the annual redemption of these 
bonds. On the other hand, if the most important reason 
for high taxes and rapid debt reduction should be the 
deflation of bank credit as a means of curbing inflationary 
pressure on prices, then the surpluses should be devoted 
to retirement of the bank-held debt. Even by such a policy 
it would not be possible to prevent the banks from re- 
placing the redeemed paper by purchasing from other 
holders. The decisions of bank managements to carry 
government paper in their portfolios would be influenced 
by the price and yield of such investments as compared 
with other available investment opportunities and by refer- 
ence to the desired degree of asset liquidity. In any event, 


TABLE [II 
Character and Ownership of Public Marketable Securities 
March 31, 1948 
(Millions) 





Total 
Classifi- Out- Commercial 
cation standing Banks 
Issued by 
U. S. Treasury: 
Bills $ 13,945 $ 1,978 
Certificates 20,331 7,119 
Notes 11,375 4,537 
Bonds 115,524 43,986 
Other 164 13 
Guaranteed 
by U. S. 28 11 
Totals $161,367 $57,643 














Held by Investors covered in Treasury Survey ‘ 

U. S Govt. 

Agencies, 
Savings Insurance Trust Funds All other 
Banks Companies F. R. Banks Investors 
84 $ 273 $ 8,940 $ 2,670 
365 410 4,517 7,920 
152 244 1,887 4,556 
11,462 21,369 11,072 27,636 
2 1 36 112 

4 13 

$12,068 $22,310 $26,451 $42,895 


Source: Treasury Bulletin, June 1948. 
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these would now be free decisions, whereas the original 
absorption of government paper during the war was not a 
matter of free choice. 


In view of the freedom of banks to replenish their 
holdings, it would appear that a more vigorous attack 
upon the present inflation could be made by extensive 
refunding of the bank-held debt into issues not eligible 
for bank investment than by the slow, irregular, uncertain 
procedure of retirement from revenue surpluses. The sav- 
ings bond campaign is a small step in this direction. The 
possibilities of such refunding are presently limited by the 
high taxes on incomes which absorb the savings margins 
from which extensive acquisition of new issues would have 
to be made. Thus, from another angle, the problem of tax 
revision is seen to be directly related to that of inflation 
control. 


With respect to the present bank holdings of the public 
debt, the fullest freedom of action toward debt retirement 
on the part of the government is provided by the Treasury 
bills and certificates of indebtedness. These have short 
maturities (bills ordinarily about 91 days and certificates 
not more than 12 months) and the volume outstanding 
can be controlled by retiring rather than refunding ma- 
turing issues. The supply of such paper is large enough 
to absorb the probable budget surpluses for some years to 
come, but again a question of policy arises: Should the first 
redemption moves be made against the bills and certifi- 
cates held by the member banks or against those held by 
the reserve banks? This paper can and does move freely be- 
tween the member banks and the reserve banks, a circum- 
stance which would suggest that it makes but little differ- 
ence where the redemption occurs. But the practical effects 
are quite different. Retirement of debt paper held by the 
member banks improves the reserve position of the banks 
as a whole, because it reduces assets and liabilities by the 
same amounts and hence causes a given reserve to stand 
in a higher ratio than before to the remaining deposit 
liabilities. Individual banks, however, may be adversely 
affected. On the other hand, retirement of debt paper held 
by the reserve banks tends to tighten member bank re- 
serves, being an operation similar in nature to the open 
market sale of securities by the reserve banks. More effec- 
tive action against the inflation would therefore result 
from retiring debt paper held by the reserve banks. But 
such action could be nullified by reserve bank purchases 
of other securities and the operation would be ineffective, 
as an inflation control, unless it were accompanied by a 
reserve bank policy of restricted open market purchases. 


In summary of the discussion to this point, it has been 
shown that because of the various categories of the debt, 
the generic term “public debt’’ is too indefinite to be help- 
ful in the formulation of demands for debt reduction. Some 
classes of debt are being increased as a matter of policy, 
notably the special issues and the savings bonds. It is also 


necessary to determine, as a further matter of policy, 
the most urgent reasons for insisting upon large-scale 
redemption at this time. As long as inflation control 
figures prominently among these reasons, primary emphasis 
should be laid upon the bank-held debt, notably that held 
by the reserve banks. It is clear, however, that there is no 
way of keeping out of the banks such part of the negotiable 
debt as they may be willing—at a price—to own. Large- 
scale refunding into debt forms not eligible for bank 
investment would reduce permanently the bank-held debt, 
but the present heavy taxes on incomes are a serious 
deterrent to such an undertaking. 


Another question pertinent to the debt reduction argu- 
ment, is whether there must be, in satisfaction of that 
argument, a reduction of the overall total, or whether the 
recent trend toward reduction of marketable debt through 
a substitution therefor of nonmarketable debt would be 
acceptable. The extent of this substitution since the peak 
of federal indebtedness was reached at the end of February, 
1946, may not be generally realized. There is shown, in 
Table IV, the overall debt reduction from February 28, 
1946 to June 30, 1948. 


TABLE IV 
Changes in the Gross Public Debt and the 
General Fund Balance from February 28, 1946 
to June 30, 1948 











(Millions) 
Date — Public Debt — —? - 
2/28/46 $279,764 = $279,214 $550 ~— «$25,961 
6/30/48 252,366 252,292 73 4,932 
Decline 27,398 26,922 477 21,029 





According to this part of the record, the major portion 
of the debt reduction came about by the application of the 
large cash balance on hand after the final war loan was 
issued. The decline in guaranteed debt presumably occurred 
through the application of government corporation funds 
to this purpose. There will probably never again be, in 
peace time, a huge general fund balance, and the operation 
which was possible after the war borrowing stopped can- 
not be repeated. 


The data in Table IV do not tell the entire story of the 
debt since February, 1946, for the reason that they do not 
reveal the changes that occurred in its internal composi- 
tion. These changes are important. In some respects, they 
are more significant than any that have occurred in the 
overall area of the gross public debt. They are shown in 
Table V. 
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TABLE V 
CHANGES IN THE INTEREST-BEARING DEBT 
FEBRUARY 28, 1946 TO JUNE 30, 1948 
(Millions) 


Total 
Interest- 
bearing 
Date Debt Marketable 
2/28/46 $277,912 $199,810 
6/30/48 249,177 160,372 
Net Change — 28,735 — 39,438 





Public Issues 


Nonmarketable Total Public Special Issues 
$57,206 $257,016 $20,897 
58,595 218,967 30,211 
+ 1,389 — 38,049 +9,314 





Source: Treasury Bulletin, December, 1947 and Treasury Daily Statement, June 30, 1948. Totals are rounded and do not completely correspond. 


The significant fact disclosed by the data in Table V 
is that with a net decrease of $28,735 million in the total 
interest-bearing debt, there was a net decrease of $39,438 
million in the marketable or fully negotiable debt during 
the same period. The difference is accounted for by a mod- 
erate rise in the nonmarketable public issues and a sub- 
stantial increase in the special issues. 


As a final statistical exhibit it is worth while to show 
where the principal reductions of the marketable debt 
were made. This is done in Table VI. 


TABLE VI 
Changes in Outstanding Marketable Public Debt 
February 28, 1946 to June 30, 1948 
by Classes of Securities 








(Millions) 

7 _ Amount Outstanding on 
Class of Security 2/28/46 6/30/48 Reduction 
Bills $ 17,032 $ 13,757 $ 3,275 
Certificates 41,413 20,931 20,482 
Notes 19,551 7,838 11,723 
Bonds 121,634 117,692 3,942 
Other 180 163 17 

Totals $199,810 $160,371 $39,439 


source: See Table V. Rounded totals do not completely correspond. 


From Table VI it it seen that the debt reduction pro- 
gram by which the marketable debt has been reduced 
$39,439 million since the end of February, 1946, has been 
concentrated in the area of the short-term paper. In view 
of the extent to which this paper was held by the com- 
mercial banks and the reserve banks, it appears that the 
debt payment policy thus far pursued has been directed 
at the basic source of the credit inflation, which is the 
bank-held debt. No precise evaluation of the deflationary 
results of this operation is possible. In any case, these 
results have been offset in considerable degree by reserve 
bank purchases to support bond prices and by an expan- 
ion of bank loans to private business. Various authorities 
in the banking field have expressed concern over the rise 


of business bank loans and they are virtually unanimous in 
attributing it in large degree to the scarcity of savings 
under the present rates of the individual income tax. 


The amazing achievement with respect to the reduction 
of marketable public issues, shown in Table V, directs 
attention to a question raised earlier, namely, whether the 
reduction of marketable debt can be regarded as reasonable 
compliance with the terms of the popular demand for 
debt payment. This reduction has been accomplished in 
part by the substitution of nonmarketable issues and special 
issues. To this extent there is no debt retirement in the 
overall sense, but if the concept of debt payment is to be 
interpreted narrowly, it may be asked why some forms of 
the debt are permitted to increase. If sheer, unqualified 
debt reduction is the only proper goal, why should the 
Treasury push the sale of savings bonds, and why should 
any more special obligations be issued to the trust funds? 
There must be some significance for the ordinary person 
who owns savings bonds or other debt paper in the fact 
that over the past two and a half years some $10.7 billion 
of the kind of debt that is freely negotiable in the market 
has been replaced by an equal amount of the kind that 
will tend to remain securely locked up, either in the 
strong boxes of the individual citizens or in the various 
trust funds to which the special issues were delivered. 


In view of this record, particularly with respect to the 
repayment of marketable debt, it would appear reasorable 
to give further thought to tax reduction and revision. No 
one wants to see a resumption of debt increase through 
deficit financing, and such a course is not advocated here. 
What the record does justify, in the opinion of the present 
writer, is further action to lessen tax burdens as against 
unyielding insistence upon debt payment without regard 
to the tax levels that would be involved in such a policy. 
Within limits, tax rate reduction does not necessarily im- 
pair revenue receipts in the long run. The chances are much 
better than even that greater headway will be made in 
overall debt reduction over the next decade by readjusting 
tax burdens so as to promote high level employment, pro- 
duction, and income than can be made by retaining, for 
the purpose of rapid debt payment, tax rates that impede 
capital formation and throttle the economic incentives to 
work, save, and assume risks. 








PUBLISHED BY 
TAX FOUNDATION 
30 Rockefeller Plaza 
New York City 
* 


Quotation of material in this publication 


is permitted when acknowledgment is made. 





